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America,  Chicago. 


In  discussing  the  Rural  Credit  System  now  in  force  in  the  United 
States,  I  shall  take  it  up  from  the  viewpoint  of  a  taxpayer  interested 
in  the  prosperity  of  the  country,  in  agriculture,  industry  and  com¬ 
merce.  I  do  not  appear  as  a  special  pleader  for  the  Federal  Land 
Banks.  My  remarks  will  not  be  biased  by  partiality  toward  private 
investors  who  are  their  competitors. 

If  my  description  of  the  results  of  the  Rural  Credit  experiment 
is  not  so  glowingly  brilliant  as  you  have  been  led  to  think  it  ought  to 
be  from  general  reports,  bear  in  mind  that  this  system  has  been 
worked  to  the  limit  as  a  political  asset  of  the  party  in  power  during 
recent  campaigns.  Its  benefits  have  been  exaggerated  and  the  facts 
relative  to  *its  weaknesses  have  been  glossed  over  or  suppressed. 

•  Thirty  pages  of  law  and  five  years  of  experience  must  be  con¬ 
densed  by  taking  an  aeroplane  view  of  the  subject,  noting  the  salient 
features  and  omitting  details  in  order  to  condense  this  discussion  to 
a  length  suitable  for  this  program;  even  then  my  remarks  must  be 
long  and  tedious,  as  I  do  not  have  the  ability  to  reduce  so  complicated 
a  proposition  to  snappy  and  entertaining  epigrams. 

The  data  which  I  present  has  been  verified  by  official  records  and 
I  commend  it  to  your  careful  and  analytical  consideration. 


OBJECT  AND  SCOPE  OE  FARM  LOAN  ACT. 


The  Farm  Loan  Act  became  a  law  July  17th,  1916,  nearly  five 
years  ago.  Preliminary  to  its  enactment  it  had  been  under  considera¬ 
tion  in  and  out  of  Congress  for  four  or  five  years.  It  was  promoted 
by  citizens  whose  sincere  desire  was  to  benefit  agriculture.  Its  pur¬ 
pose  as  defined  in  the  title  is: — 

“To  provide  capital  for  agricultural  development,  to  create 
a  standard  form  of  investment  based  upon  farm  mortgage,  to 
equalize  rates  of  interest  upon  farm  loans,  to  furnish  a  market 
for  United  States  bonds,  to  create  Government  depositories  and 
financial  agents  for  the  United  States,  and  for  other  purposes.” 
Its  real  purpose  is  described  in  the  first  half  of  the  paragraph. 
The  law  provides  for  the  apportionment  of  the  Continental  United 
States,  exclusive  of  Alaska,  into  12  districts,  each  district  to  be  pro¬ 
vided  with  a  regional  Federal  Land  Bank.  In  each  of  the  12  districts 
local  national  co-operative  farm  loan  associations  are  provided  for, 
composed  of  borrowing  farmers.  The  entire  system  is  under  the 
direction  and  control  of  the  Federal  Farm  Loan  Board,  composed  of 
four  presidential  appointees  and  the  Secretary  of  the  United  States 
Treasury,  who  is  ex-officio  chairman  of  the  body. 

The  twelve  Federal  Land  Banks  were  to  begin  business  with  seven 
hundred  and  fifty  thousand  dollars  capital  each,  an  aggregate  of  nine 
million  dollars  for  the  twelve.  The  law  provided  that  the  subscrip¬ 
tion  books  for  stock  in  these  banks  should  be  left  open  to  the  public 
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for  thirty  days.  The  law  also  provided  that  private  individuals  sub¬ 
scribing  for  stock  should  be  entitled  to  dividends  upon  distribution  of 
profits.  The  law  further  provided  that  if  the  stock  was  not  all  sub¬ 
scribed  for  at  the  end  of  thirty  days,  the  Secretary  of  the  Treasury 
of  the  United  States  should  subscribe  for  the  remaining  shares.  It 
further  provided  that  the  stock  subscribed  and  paid  for  by  the  Sec¬ 
retary  of  the  Treasury  should  not  participate  in  any  dividends  nor 
draw  any  interest,  nor  should  the  national  treasury  be  otherwise  com¬ 
pensated  for  the  use  of  its  free  capital. 

The  law  further  provided  for  the  retirement  of  the  stock  sub¬ 
scribed  for  by  the  Secretary  of  the  Treasury  by  the  application  of 
further  capital  obtained  through  extension  of  the  business. 

This  provision  makes  the  national  Government  a  temporary  stock¬ 
holder  in  the  Federal  Land  Banks,  the  stock  being  held  as  security  for 
the  loan,  but  it  is  specially  prohibited  from  receiving  any  profit  or 
interest  upon  its  stock.  When  the  test  came,  only  a  little  over  one 
hundred  thousand  .dollars  was  subscribed  by  private  individuals,  leav¬ 
ing  $8,891,270.00,  which  was  taken  over  by  the  United  States,  a  free 
loan  for  an  indefinite  period.  When  this  Government  loan  is  retired 
the  Federal  Land  Banks  will  be  privately  owned  institutions.  It  is 
now  expected  that  the  Government  loan  will  be  retired  within  three 
years  if  the  banks  resume  functioning  at  the  same  speed  as  in  1919. 

The  law  provides  for  the  personnel  of  a  suitable  organization  for 
each  of  the  twelve  Federal  Land  Banks. 

NATIONAL  FARM  LOAN  ASSOCIATIONS. 

The  National  Farm  Loan  Associations  are  subsidiary  to  the  Fed¬ 
eral  Land  Banks.  Each  Association  is  composed  of  ten  or  more  nat¬ 
ural  persons,  who  are  the  owners  or  about  to  become  the  owners  of 
farm  land  qualified  as  security  for  a  mortgage  loan.  Provision  is 
made  for  the  election  of  officers,  and  it  is  required  that  applicants 
desiring  to  form  a  National  Farm  Loan  Association  shall  apply  for 
mortgage  loans  aggregating  not  less  than  twenty  thousand  dollars. 
Each  applicant  shall  subscribe  for  $5.00  of  stock  in  the  local  jAsso- 
ciation  for  every  $100.00  represented  in  the  loan  for  which  he  applies. 
The  National  Farm  Loan  Association  in  turn  subscribes  for  $5.00 
worth  of  stock  in  the  Federal  Land  Bank  of  its  district  for  every 
$100.00  of  mortgage  loans  subscribed  for  by  its  members  in  its  own 
Association.  The  individual  subscribers  are  personally  liable  for  an 
amount  equal  to  their  stock  in  the  Farm  Loan  Association,  in  addition 
to  the  liability  of  the  stock.  The  mortgages  are  made  out  to  the  Fed¬ 
eral  Land  Bank  of  the  district,  but  they  are  endorsed  by  the  officers 
of  the  local  Association,  so  that  the  Association  becomes  liable  for  the 
payment  of  mortgages  taken  from  its  shareholders  by  the  Federal 
Land  Bank  of  its  district. 

As  to  the  liability  of  the  individual  shareholders,  the  law  says: 

“Shareholders  of  every  National  Farm  Loan  Association  shall 
be  held  individually  responsible,  equally  and  ratably,  and  not 
one  for  another,  for  all  contracts,  debts  and  engagements  of  such 
Association  to  the  extent  of  the  amount  of  stock  owned  by  them 
at  the  par  value  thereof,  in  addition  to  the  amount  paid  in  and 
represented  by  their  shares.” 

The  individuals  of  the  several  local  Associations  are  liable  to  the 
Association  and  to  the  Federal  Land  Banks  for  the  debts  of  their 
neighbors  to  the  extent  of  the  capital  stock  which  they  have  invested— 
$5.00  on  every  $100.00  of  the  amount  of  mortgage  given— and  also 
personally  liable  to  an  equal  amount  in  addition  thereto. 

As  the  local  Association  holds  stock  in  the  Federal  Land  Bank 
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to  the  amount  of  its  own  stock  held  by  'its  individual  borrowers,  each 
Association  is  thus  bound  to  the  Federal  Land  Bank  and  will  partici¬ 
pate  in  its  profits  or  its  losses.  The  twelve  Federal  Land  Banks  are 
each  liable  for  the  payment  of  interest  and  principal  of  the  bonds 
of  the  other  eleven  Federal  Land  Banks.  By  this  combination  a  com¬ 
plete  co-operative  responsibility  is  obtained,  connecting  the  borrowers 
with  each  other,  the  local  Association  with  the  Federal  Land  Bank 
and  the  Federal  Land  Banks  with  each  other. 

SOURCE  OE  FUNDS  AND  LOANING  RATE. 

In  addition  to  the  original  capital  provided  at  organization,  the 
Federal  Land  Banks  obtain  funds  to  be  loaned  on  mortgage  by  the 
sale  of  bonds  to  the  general  public.  These  bonds  may  be  sold  at  a  rate 
not  to  exceed  5%,  and  the  money  thus  obtained  loaned  on  mortgage 
at  a  rate  not  to  exceed  6%.  The  loaning  rate  must  not  exceed  the 
bond  rate  by  more  than  one  per  cent.  The  mortgages  may  run  for 
a  period  of  not  less  than  five  nor  more  than  forty  years  and  are  to 
be  paid  off  in  regular  annual  or  semi-annual  payments  of  such  an 
amount  as  to  extinguish  the  loan  interest  and  principal  at  the  final 
payment. 

At  the  present  time  bonds  are  selling  at  5%  and  the  money  is 
loaned  to  farmers  at  6%,  payable  in  66  semi-annual  payments.  One 
per  cent,  being  added  as  an  amortization  payment,  the  semi-annual 
payments  are  $35.00  each  on  $1,000.00,  or  $70.00  per  year.  This  pay¬ 
ment  of  $70.00  the  first  year  reduces  the  amount  of  the  mortgage 
$10.00,  leaving  a  balance  of  $990.00  as  principal  for  the  second  year. 
For  the  third  year  the  principal  is  $10.60  less. 

This,  in  brief,  is  a  simple  statement  of  the  way  loans  are  made 
and  paid. 

It  will  be  noticed  that  each  borrower,  by  investing  $5.00  in  stock 
for  every  $100.00  of  mortgage  that  he  gives,  thus  receives  only  a  net 
amount  of  $95.00  in  cash  for  each  $100.00  of  his  mortgage,  the  other 
$5.00  having  been  paid  for  stock. 

We  will  assume  that  an  Association  is  organized  with  19  members, 
each  one  of  them  applying  for  a  loan  of  $2,000.00.  The  loans  are 
accepted,  each  man  purchases  $100.00  worth  of  stock  in  his  local  asso¬ 
ciation,  making  a  total  of  $1,900.00  worth  of  stock  purchased,  the 
local' Association  will  forward  that  $1,900.00  to  the  Federal  Land  Bank 
to  purchase  $1,900.00  of  stock  in  the  Federal  Land  Bank,  to  be  held 
in  the  name  of  the  local  Association.  Each  one  of  the  farmers  will 
then  receive  $1,900.00  in  cash,  on  which  he  pays  interest  at  the  rate 
of  $120.00  per  year,  a  trifle  over  6.3%  interest  for  the  money  which  he 
actually  receives  to  use.  The  Federal  Land  Bank  having  in  its  pos¬ 
session  $1,900.00,  can  then  make  a  loan  of  $2,000.00  to  the  twentieth 
man,  because  the  twentieth  man  will  be  required  to  take  $100.00  worth 
of  stock  and  only  $1,900.00  in  cash  will  be  sent  to  him  when  his 
mortgage  for  $2,000.00  is  duly  signed  and  recorded.  We  thus  have 
twenty  men  obligated  for  mortgages  of  $2,000.00  each,  or  $40,000.00 
although  only  $38,000.00  was  actually  used  in  the  transaction.  The 
twenty  borrowers  now  own  stock  to  the  amount  of  $100.00  each,  or 
$2,000.00.  On  this  they  are  individually  liable  to  the  amount  of  their 
stock,  making  $2,000.00  more  in  the  aggregate.  This  would  make 
them  altogether  responsible  for  an  amount  equal  to  21  loans  of 
$2,000.00  each,  or  $42,000.00.  The  Federal  Land  Bank  originally  used 
the  proceeds  of  $38,000.00  worth  of  5%  bonds  to  loan  to  twenty  farm¬ 
ers,  who  are  now  paying  interest  on  $40,000.00  and  who  are  in  the 
aggregate  liable  personally  for  the  additional  $2,000.00.  The  Fed¬ 
eral  Land  Bank  on  the  $38,000.00  of  5%  bonds  will  pay  interest 
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amounting  to  $1,900.00.  From  the  twenty  farmers  owing  $40,000.00 
on  mortgage  it  will  collect  $2,400.00  the  first  year.  This  margin  of 
$500.00  is  turned  into  the  treasury  of  the  Federal  Land  Bank  to  pay 
operating  expenses  and  provide  for  losses.  If  there  are  losses  and 
expenses  in  excess  of  this  profit,  the  bank  stock  subscribed  will  be 
liable  therefor.  If  there  is  an  excess  above  expenses  and  losses,  a 
dividend  will  be  declared  to  the  stockholders,  after  certain  amounts 
have  been  carried  to  reserve  account  and  applied  on  retirement  of 
stock  owned  by  the  United  States.  Several  of  the  banks  have  de¬ 
clared  6%  dividends. 

Without  analysis  this  sounds  like  a  reasonably  profitable  return. 
But  the  farm  borrower  who  gives  the  matter  careful  consideration 
soon  discovers  that  he  paid  6%  interest  on  $2,000.00  and  that  a  year 
later  he  received  6%  dividend  on  $100.00  worth  of  stock.  He  then 
reflects  that  he  originally  received  only  $1,900.00  in  cash  to  use  in  his 
farming  operations,  and  that  he  has  now  had  returned  to  him  the 
$6.00  interest  which  he  last  year  paid  on  the  stock,  representing  the 
money  which  he  did  not  have  to  use.  The  value  of  the  investment  to 
him  then  does  not  appear  so  clear,  particularly  when  he  reflects  that 
if  located  in  an  unfortunate  locality,  where  foreclosures  were  made 
at  a  loss,  he  might  not  only  have  lost  the  original  $100.00  invested  in 
stock,  but  also  have  been  assessed  for  another  $100.00  on  account  of 
his  personal  liability  for  the  losses  of  others.  His  dividends  or  his 
stock  might  also  be  impaired  by  the  misfortune  of  the  Federal  Land 
Bank  of  his  own  district  or  by  the  misfortune  of  Federal  Land  Banks 
of  other  districts. 

REASONS  ADVANCED  EOR  FEDERAL  BANKS. 

When  the  Federal  Land  Banks  were  promoted  and  created  in  1916 
and  prior,  it  was  argued  that  on  loans  made  by  private  loan  companies 
the  spread  in  the  rate  of  interest  between  that  paid  by  the  borrower 
and  that  received  by  the  investor  was  too  great,  that  if  the  business 
could  be  taken  over  by  corporations  organized  under  Government  su¬ 
pervision,  the  expense  could  be  materially  reduced  and  lower  rates 
thus  provided. 

It  was  asserted  that  in  the  great  farming  sections  of  the  country 
there  had  been  an  insufficiency  of  capital  to  meet  requirements  and 
that  the  loan  which  the  eastern  investor  made  at  6%  usually  cost  the 
borrower  8%  or  10%. 

This  spread,  or  profit,  or  expense,  absorbed  by  the  middle  men  or 
loan  agents,  was  greatly  exaggerated  so  far  as  it  applies  to  the  prin¬ 
cipal  food  producing  states  where  crops  are  sure  and  the  aggregate 
bulk  of  farm  loans  is  greatest  and  payment  of  interest  and  principal 
certain.  While  it  is  true  that  the  margin  was  necessarily  heavy  in 
hazardous  -farming  localities  where  loans  were  small,  expenses  high 
and  payment  uncertain,  it  is  impossible  in  such  localities  to  transact 
business  on  a  close  margin.  Furthermore,  the  aggregate  amount  of 
loans  in  such  localities  is  comparatively  small. 

RATES  FOR  MORTGAGE  LOANS. 

It  is  a  matter  of  common  knowledge  that  in  the  principal  food- 
producing  states  of  the  Middle  West,  like  Iowa,  Illinnois,  Minnesota, 
Indiana,  Ohio,  parts  of  Nebraska,  Kansas  and  Missouri,  that  a  large 
proportion  of  the  farm  loans  of  the  better  class  for  more  than  25 
years  had  been  made  at  a  gross  cost  to  the  borrower  of  6%  or  less. 
Only  in  exceptional  cases  was  the  rate  materially  higher  prior  to  the 
world  war. 
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In  1916  it  was  urged  that  under  unselfish  Government  manage¬ 
ment,  the  prevailing  rates  could  be  reduced  and  a  uniform  rate  could 
be  applied  all  over  the  United  States,  giving  to  the  hazardous  high 
rate  localities  the  same  low  rate  that  applied  in  the  better  farming 
states. 

Ex-President  Wilson,  before  the  law  was  enacted,  said  in  his 
annual  message: — 

“The  farmers,  of  course,  ask  and  should  be  given  no  special 
privilege,  such  as  extending  to  them  the  credit  of  the  Government 
itself.  What  they  need  and  should  obtain  is  legislation  which  will 
make  their  own  abundant  and  substantial  credit  resources  avail¬ 
able  as  a  foundation  for  joint  concerted  local  action  in  their  own 
behalf  in  getting  the  capital  they  must  use.” 

That  involved  co-operative  .responsibility  by  which  the  credit  of 
all  could  be  massed.  No  request  was  made  for  donations  from  the 
national  treasury,  either  directly  or  indirectly,  and  none  was  contem¬ 
plated.  The  theory  was  that  the  farmer  who  borrowed  $5,000.00  or 
$10,000.00  in  Iowa  or  Illinois,  by  contributing  his  purchase  of  bank 
stock,  would  to  that  extent  become  responsible  for  the  farmer  in  the 
semi-arid  regions  who  made  a  smaller  loan.  The  profits  accruing  to 
the  Federal  Land  Banks  through  making  large  loans  in  the  good  ter¬ 
ritory  would  be  pooled  and  utilized  to  help  pay  the  extra  expenses 
involved  in  making  small  loans  in  poor  territory.  For  this  reason  the 
twelve  regions  are  so  apportioned  that  part  of  each  is  high-class  farm¬ 
ing  country  and  part  of  poorer  quality.  For  example,  the  St.  Paul 
Bank  takes  in  the  States  of  Michigan,  Wisconsin,  Minnesota  and  North 
Dakota,  and  the  Omaha  District  comprises  Iowa,  South  Dakota,  Ne¬ 
braska  and  Wyoming;  showing  that  it  is  the  intention  to  pool  the 
profits  so  that  the  rich  farming  territory  can  take  care  of  the  poor 
farming  territory. 

I  quote  from  the  statement  of  Federal  Land  Banks  presented  by 
their  general  counsel  at  hearings  before  the  Committee  on  Banking 
and  Currency  of  the  House  of  ^Representatives,  November  13th,  1919, 
as  follows: 

“The  Federal  Land  Banks  must  have  a  large  proportion  of 
the  business  in  the  most  highly  developed  sections  of  the  country, 
where  the  profits  in  the  loan  business  are  greatest,  so  that  they 
can  make  the  loans  in  the  poorer  sections  at  the  present  low  rate.” 
This  responsibility  of  the  farmer  in  the  reliable  locality  for  the 
less  fortunate  farmer  in  the  hazardous  locality  has  not  been  fully 
understood  by  all  borrowers,  and  when  it  becomes  more  generally 
known  the  probabilities  are  that  there  will  be  a  falling  off  in  demand 
for  land  bank  loans  in  territtory  where  the  rate  of  interest  is  normally 
low. 

PROMOTERS  EXPECTATIONS  .NOT  REALISED. 

The  originators  and  promoters  of  the  Federal  Land  Bank  Sys¬ 
tem  never  expected  to  have  the  national  government  contribute  to 
their  support.  It  was  expected  that  the  bonds  would  sell  readily  to 
the  general  public,  and  that  the  funds  thus  obtained  would  be  ample 
to  meet  all  demands  for  loans.  It  was  assumed  that  the  Act  of  Con¬ 
gress  would  fix  or  influence  the  interest  rate  and  that  the  demand  for 
loans  of  this  character  would  be  brisk. 

The  theorists  did  not  realize  that  money  is  a  commodity  like 
wheat  and  iron,  on  which  the  prices  are  fixed  in  the  world  markets. 
They  did  not  seem  to  comprehend  that  Congress  is  unable  to  repeal 
the  law  of  supply  and  demand. 

The  experiences  of  five  years  have  conclusively  proven  that 
economic  laws  must  prevail  over  Federal  statutes. 
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The  Rural  Credit  System  was  organized  and  put  into  action  under 
the  most  favorable  circumstances.  All  leading  political  parties  had 
endorsed  the  idea  and  the  public  had  been  educated  in  advance  to 
expect  wonderful  results.  Farm  tenantry  was  to  be  reduced,  landless 
men  were  to  become  farm  owners,  agricultural  production  was  to  be 
increased  and  the  mutual  prosperity  of  town  and  country  was  to  be 
enlarged.  Expense  of  management  was  to  be  largely  eliminated  and 
interest  rates  materially  reduced. 

A  well  organized  publicity  department  at  Washington  enlisted  the 
free  service  of  over  700  newspapers  with  a  combined  circulation  of 
2,600,000,  according  to  the  first  annual  report  of  the  Federal  Farm 
Loan  Board.  Editorial  and  news  matter  setting  forth  the  bright  side 
of  the  new  system  were  syndicated  to  these  papers  and  freely  pub¬ 
lished.  So  thoroughly  was  the  proposition  sold  in  advance  to  the  press 
of  the  country  that  “canned”  promotion  editorials  are  published  as 
original  matter  simultaneously  in  all  parts  of  the  country  without 
question,  just  as  they  are  written  at  the  press  headquarters  in  the 
national  capital. 

For  the  purpose  of  maintaining  the  public  morale  regarding  the 
system,  the  successes  predicted  at  the  beginning  are  claimed  to  have 
been  realized,  without  entire  regard  to  the  actual  results. 

Abundant  appropriations  for  organization  and  promotion  expenses 
were  provided  by  Congress.  The  first  loans  were  made  in  1917,  a^ter 
several  months  of  preliminary  promotion  and  organization  work.  The 
first  issue  of  bonds  was  for  $20,000,000.00,  bearing  4%%  interest.  In 
the  earlv  part  of  1917  a  svndicate  of  bond  dealers  was  employed  to 
float  this  issue.  This  contract  for  sale  of  thirty  million  dollars  of 
bonds  was  freely  advertised  to  nrove  that  the  system  would  be  a 
success  and  that  the  public  would  furnish  the  necessary  money  for 
operating  the  system  without  aid  of  the  Federal  Government.  The 
syndicate  was  unable  to  sell  the  entire  issue  of  thirty  million  dollars, 
only  twentv-six  million  dollars’  worth  being  sold.  But  this  failure  to 
complete  the  sale  was  not  disclosed  to  the  general  public  until  a  long 
time  later. 

DIFFICULTY  IN  GETTING  FUNDS. 

In  December,  1917,  the  Federal  Farm  Loan  Board,  of  which  ex- 
Secretary  of  the  Treasury,  W.  G.  McAdoo,  a  potential  candidate  for 
the  Presidency,  was  the  head,  appealed  to  Congress  for  an  appropria¬ 
tion  of  two  hundred  million  dollars  to  be  used  during  the  ensuing  two 
years.  The  excuse  was  made  that  it  was  not  desirable  to  attempt  to 
market  farm  loan  bonds  in  competition  with  Liberty  bonds,  but  never¬ 
theless  the  proceeds  of  the  sale  of  Liberty  bonds  were  used  to  buy 
farm  loan  bonds.  By  Act  of  Congress  early  in  January.  1918,  the 
Secretary  of  the  Treasury  was  authorized  to  purchase  two  hundred 
million  dollars  of  Federal  Land  Bank  bonds,  to  be  held  by  him  until 
such  time  as  he  might  renuire  the  banks  to  take  them  up  after  the 
closQ  of  the  war.  Under  this  Act  and  a  subseouent  resolution  extend¬ 
ing  its  provisions,  the  national  treasury  furnished  $136,885,000.00.  for 
which  it  received  414%  bonds  and  $45,350,000.00  for  which  ’t  received 
5%  bonds,  or  a  total  amount  of  $182,235,000.00  furnished  by  the  na¬ 
tional  treasury  for  farm  loans,  in  addition  to  the  free  capital  provided, 
making  a  total  of  approximately  $190,000,000.00. 

On  January  1,  1921,  bonds  to  the  amount  of  $149,173.00  were  in 
the  hands  of  the  public,  representing  the  net  amount  of  money  which 
the  general  public  had  invested  in  farm  loan  bonds,  according  to  the 
plan  which  was  originally  expected  to  furnish  all  th^  necessary  funds. 
The  national  treasury  had  also  furnished  over  eight  mdlion  dollars 
of  the  original  capital,  of  which  less  than  one-quarter  had  been  re- 
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tired.  On  January  1,  1921,  the  Federal  Land  Banks  were  still  using 
$6,832,680.00  of  the  free  capital  loan. 

Of  the  loans  made  by  the  system  to  date  it  is  therefore  apparent 
that  a  little  over  40%  were  financed  as  contemplated  by  the  Act  and 
nearly  60%  by  Congressional  appropriations  from  the  national  treas¬ 
ury.  The  system  would  have  gone  out  of  business  years  ago  had  it 
not  been  for  the  generosity  of  Congress  in  appropriating  money  to 
keep  it  going. 

The  first  loans  made  were  at  the  rate  of  5%.  This  allowed  a 
margin  of  one-half  of  1%  for  expense  and  profits  above  the  bond  rate 
of  4*4%  paid  for  the  money  borrowed.  There  were  two  reasons  for 
making  this  low  rate;  the  first  was  a  belief  that  the  Washington 
authorities  could  control  the  market  rate  of  interest,  the  second  was 
the  expected  psychological  effect  upon  the  public,  thus  led  to  believe 
that  a  new  discovery  had  been  made  in  economics — a  patent  medicine 
remedy  for  high  interest  rates.  Before  the  close  of  the  year  the  Board" 
found  it  necessary  to  raise  the  interest  rate  to  5*4%,  because  the  one- 
half  per  cent,  spread  was  not  sufficient  to  pay  expenses.  Like  all 
theoretical  amateurs,  the  managers  learned  by  experience  that  there 
are  many  items  of  business  expense  overlooked  in  Congressional  de¬ 
bates. 

TAX  EXEMPTIONS  A  TEST  CASE 

That  the  Federal  Land  Banks  might  be  specially  favored  and  their 
bonds  made  particularly  attractive,  the  law  provides  that: — 

"‘First  mortgages  executed  to  Federal  Land  Banks,  or  to 
Joint  Stock  Land  Banks,  and  farm  loan  bonds  issued  under  the 
provisions  of  this  Act,  shall  be  deemed  and  held  to  be  instrumen¬ 
talities  of  the  Government  of  the  United  States,  and  as  such  they, 
and  the  income  derived  therefrom  shall  be  exempt  from  Federal, 
State,  municipal  and  local  taxation.” 

As  Joint  Stock  Land  Banks  are  exclusively  privately  owned  cor¬ 
porations,  and  as  Federal  Land  Banks  will  be  exclusively  privately 
owned  corporations  after  the  temporary  Government  loan  secured  by 
the  stock  it  now  owns  has  been  retired,  and  as  the  mortgages  and 
bonds  of  these  banks  under  no  circumstances  can  be  either  assets  or 
liabilities  of  the  national  Government,  the  absurdity  of  calling  them 
“instrumentalities”  of  the  Government  is  apparent. 

It  was  contended  by  careful  investors  and  others,  that  Congress 
had  exceeded  its  constitutional  powers  in  declaring  private  obligations 
to  be  “instrumentalities”  of  the  Government.  This  uncertainty  to 
some  extent  affected  the  marketability  of  the  bonds.  A  test  case  to 
determine  this  point  was  commenced  in  1919  and  was  under  consid¬ 
eration  until  a  decision- was  rendered  February  28,  1921.  The  Supreme 
Court  of  the  United  States  sustained  the  constitutionality  of  the  Act. 
In  its  decision,  the  following  declaration  was  made: — 

“With  the  wisdom  and  policy  of  this  legislation  we  have 
nothing  to  do.  Ours  is  only  the  function  of  ascertaining  whether 
Congress  in  the  creation  of  the  banks  and  in  exempting  these 
securities  from  taxation,  Federal  and  State,  has  acted  within 
the  limits  of  its  constitutional  authority.” 

This  settled  the  question  so  far  as  the  constitutionality  of  the 
Act  is  concerned  and  relieved  the  Rural  Credit  System  of  all  uncer¬ 
tainty  as  to  its  rights,  privileges  and  powers. 

RATE  OE  INTEREST 

In  1919  the  banks  discontinued  offering  bonds  for  sale  to  the 
public  and  within  a  few  months  discontinued  making  farm  loans. 
Totally  ignoring  the  fact  that  there  was  no  public  market  for  4 *4% 
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Federal  Land  Bank  bonds  in  1920  and  1921,  the  friends  of  the  system 
persisted  in  alleging  that  the  only  reason  they  had  discontinued  selling 
4V2%  bonds  and  loaning  money  at  5*4%  was  because  of  the  effect  of 
the  test  case  in  the  Supreme  Court.  Farmers  and  others  were  led 
to  believe  that  farm  loans  at  514%  would  be  abundant  at  once,  if  the 
test  case  was  decided  in  favor  of  the  banks,  and  that  an  unlimited 
supply  of  514%  money  would  have  been  furnished  during  the  dormant 
year  and  a  half,  had  it  not  been  for  the  test  case  then  pending.  These 
arguments  were  freely  used  in  Congress  in  January,  1921,  in  an  effort 
to  secure  another  appropriation  of  two  hundred  million  dollars  for 
the  aid  of  the  banks.  Without  doubt  this  additional  aid  would  have 
been  given  had  the  favorable  decision  not  been  rendered  before  Con¬ 
gress  adjourned. 

It  is  interesting  to  note  that  all  talk  about  414%  bonds  and  514%- 
loans  was  immediately  suppressed  after  the  decision  of  the  Supreme 
Court  removing  all  restrictions  upon  the  activities  of  the  banks,  be¬ 
cause  they  were  then  obliged  to  depend  upon  their  own  resources  and 
to  make  good  on  their  assertions.  Immediately  announcement  was 
made  that  the  farm  loan  rate  would  be  raised  to  6%,  the  highest  limit 
permitted  under  the  law,  and  that  the  bonds  issued  would  bear  interest 
at  the  rate  of  5%,  the  extreme  limit  permitted  by  law. 

Prior  to  the  decision  of  the  Supreme  Court  in  February,  1921,  it 
had  been  officially  stated  that  approximately  two  hundred  million 
dollars  of  farm  loans  had  been  applied  for  at  the  Federal  Land  Banks 
awaiting  favorable  action  of  the  court  permitting  the  marketing  of 
bonds.  It  is  evident  that  the  sagacious  managers  of  the  farm  loan 
system  when  the  test  came  were  afraid  that  the  market  would  not 
immediately  absorb  sufficient  bonds  to  finance  the  loans  applied  for. 
Although  the  decision  was  handed  down  in  February,  no  bonds  were 
offered  until  the  middle  of  April  and  then  only  forty  million  dollars. 
These  were  not  quickly  sold.  Although  they  had  been  very  widely 
advertised  and  the  services  of  a  strong  syndicate  of  bond  houses  secur¬ 
ed,  it  was  after  the  first  of  May  before  any  new  money  was  available. 

The  general  public  desire  to  secure  bargains  at  rates  below  the 
going  market  price  has  been  manifested  in  the  enormous  number  of 
applications  for  loans  filed  with  the  various  land  banks  since  the  an¬ 
nouncement  of  the  favorable  decision  in  February.  Whether  the  sale 
of  bonds  in  future  will  or  will  not  be  sufficient  to  take  care  of  these 
applications  will  depend  upon  the  general  money  market.  Unless  the 
market  becomes  easier  it  is  doubtful  if  the  offerings  will  be  absorbed 
as  freely  as  required  to  enable  the  banks  to  function  to  the  satisfac¬ 
tion  of  borrowers. 

relative  importance  oe  eederal  land  banks 

Taken  by  itself  as  a  private  institution,  the  amount  of  business 
done  by  the  Federal  Land  Banks  in  the  last  five  years  is  apparently 
large.  When  it  is  considered  that  it  is  a  national  system  in  a  great 
country  of  enormous  wealth,  the  amount  is  relatively  small,  and  com¬ 
parisons  with  the  gross  total  shows  it  to  be  merely  an  incident  in  the 
great  agricultural  industry  of  the  United  States,  having  little  effect 
upon  the  farming  business  as  a  whole. 

The  agricultural  wealth  of  the  United  States,  including  farm  lands 
and  other  farm  property,  aggregates  approximately  eighty  billion  dol¬ 
lars.  According  to  estimates,  based  on  data  obtained  from  the  census 
of  1910,  the  farm  mortgage  indebtedness  was  four  billion  dollars.  Sta¬ 
tisticians  who  made  subsequent  estimates  placed  the  unsecured  farm 
indebtedness  at  over  two  billion  dollars,  making  the  aggregate  farm 
debt  total  something  over  six  billion  dollars.  Complete  returns  for 
the  census  of  1920  have  not  as  yet  been  published.  Reports  from 
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about  a  dozen  states  show  that  the  value  of  farm  property  has  nearly 
doubled  and  that  the  amount  of  farm  mortgages  in  these  states  has 
more  than  doubled.  A  fair  estimate  of  the  present  farm  indebtedness, 
based  upon  this  data,  would  place  the  amount  which  might  be  financed 
by  mortgages  at  approximately  eight  billion  dollars. 

There  are  6,449,242  farms  in  the  United  States.  According  to  a 
statement  issued  by  the  Farm  Loan  Board  December  31,  1920,  the 
number  of  loans  made  by  Federal  Land  Banks  was  131,395.  In  five 
years  the  Federal  Land  Banks  have  made  loans  to  the  owners  of  two 
farms  out  of  every  100,  leaving  98  farmers  out  of  100  unbenefited 
by  the  system. 

Some  of  the  Federal  Land  Banks  have  declared  dividends  and  it 
is  freely  claimed  that  they  have  been  operated  at  a  profit.  An  analysis 
of  the  expense  account  of  these  banks  and  of  -the  aid  which  they  have 
received  from  the  national  treasury,  proves  that  they  have  been  oper¬ 
ated  at  a  loss.  The  alleged  profits  have  been  taken  from  a  part  of 
the  money  contributed  to  their  support,  either  directly  or  indirectly, 
by  the  public  treasury.  Liberal  appropriations  for  expenses  have  been 
made  for  each  of  the  five  years  of  their  existence  and  they  have 
had  the  benefit  of  free  capital  from  the  beginning  and  the  benefit  of 
the  national  credit  through  Congressional  appropriation  for  bonds 
since  January  of  the  second  year  of  their  existence. 

Typical  of  the  expenses  of  these  banks  to  the  national  treasury, 
the  conditions  at  the  present  time  may  be  cited.  The  Federal  Farm 
Loan  System  is  now  subsidized  as  follows: — 

COST  TO  THE  COUNTRY 

The  expenses  of  administration  are  paid  by  the  Federal  Treasury. 
For  the  fiscal  year  ending  June  30,  1921,  the  appropriation  was 
$303,000.00. 

The  capital  of  the  Land  Banks  when  organized  was  furnished 
for  the  most  part  out  of  the  Federal  Treasury,  and  no  charge  for 
interest  or  otherwise  is  made  for  its  use,  nor  can  dividends  be  paid 
by  the  system  to  the  Government.  On  the  outstanding  Government 
capital  now  thus  employed  the  annual  loss  in  interest  to  the  Federal 
Treasury,  at  6  per  cent,  on  $6,832,680,  is  $409,960.80. 

The  Federal  Treasury  has  purchased  and  is  carrying  $136,885,000 
of  Federal  Farm  Loan  Bonds  yielding  4 Ms  °/o  and  $45,350,000  yielding 
5%.  The  Federal  Treasury  is  financing  itself  at  an  interest  charge 
of  6%.  The  annual  loss  to  the  Federal  Treasury  on  the  bonds  thus 
carried  is,  therefore,  $2,506,775.  This  makes  a  net  total  loss  for  the 
current  year  of  $3,219,735.80,  made  up  of  these  three  items:  Expense 
appropriation,  $303,000.00;  interest  on  free  capital  furnished,  $409,- 
960.80;  loss  on  bonds  carried  at  rate  lower  than  Government  obliga¬ 
tions,  $2,506,775.00.  This  does  not  include  the  free  use  of  the  mails 
and  the  cost  of  printing  charged  to  the  Treasury  Department,  which 
if  added  would  materially  increase  this  amount. 

The  total  volume  of  Feedral  Farm  Loan  bonds  outstanding  in  the 
hands  of  the  public  is  (January  1,  1921),  $149,173,000.  They  are 
totally  exempt  from  the  Federal  income  tax  as  well  as  all  state  and 
local  taxes.  Evidence  of  investment  hankers,  as  well  as  economic 
law,  indicates  that  these  bonds  are  held  by  millionaire  investors.  They 
are  not  attractive  in  interest  yield  to  any  others.  If  held  by  investors 
having  annual  incomes  of  $100,000.00  or  over,  a  fair  assumption,  the 
minimum  loss  in  taxes  to  the  Federal  Treasury  would  be  $2,326,352.93 
per  annum  and  the  maximum  loss  $4,946,576.68  per  annum. 

Using  the  lesser  amount  of  these  revenue  losses,  these  subsidies 
total  $5,546,088.73  per  annum  on  the  total  amount  of  $333,784,500.00 
Federal  Land  Bank  bonds  thus  far  issued  and  authorized,  or  1.66% 
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In  other  words,  for  the  accommodation  thus  furnished  the  2%  of  the 
farmers  of  the  United  States  who  have  availed  themselves  of  the 
system,  the  farmer  has  paid  an  approximate  interest  rate  of  5%% 
and  the  taxpayers  of  the  United  States  have  paid  1.66%  additional,  a 
total  rate  of  7.16%.  When  the  bonds  will  not  sell  on  as  low  as  a 
5%  basis,  this  rate  must  be  more.  Now  that  the  borrower’s  rate  has 
been  raised  to  6%  it  raises  the  aggregate  rate  to  7.66%. 

The  Federal  Farm  Loan  Board  report  in  the  consolidated  state¬ 
ment  for  December  31,  1920,  shows  total  reserves  and  undivided  pro¬ 
fits  to  be  $2,861,326.86.  The  net  loss  for  the  current  year  to  the  Na¬ 
tional  Treasury  hereinbefore  shown  of  $5,546,088.73  exceeds  the  re¬ 
serves  and  undivided  profits  on  hand  after  four  years  of  existence  by 
$2,684,761.87.  The  loss  this  year  alone  being  nearly  twice  the  un¬ 
divided  profits  and  accumulated  reserve  from  organization  to  De¬ 
cember  31,  1920.  This  does  not  include  $164,559.30  of  delinquent  col¬ 
lections  that  have  been  carried  to  suspense  account  nor  $1,533,104.77 
of  interest  paid  by  farmers  refunded  as  dividends  to  December  33, 
1920.  These  amounts,  however,  are  much  less  than  the  aggregate 
expense  of  the  system  prior  to  the  current  fiscal  year. 

The  foregoing  statement  refers  to  the  relation  existing  between 
the  Federal  Land  Bank  System  and  the  National  Treasury  of  the 
United  States.  It  does  not  go  into  detail  as  to  the  expense  of  man¬ 
agement  of  the  twelve  individual  Federal  Land  Banks,  this  expense 
being  largely  paid  out  of  earnings,  or  in  other  words,  out  of  interest 
paid  by  farmers  on  that  part  of  their  mortgages  represented  by  stock 
in  the  banks. 

During  the  past  year,  when  loaning  operations  were  practically 
discontinued,  the  number  of  employees  in  the  twelve  banks  was  greatly 
reduced.  December,  1919,  is  a  typical  month  in  which  the  banks  were 
running  with  full  operating  force.  The  report  for  that  month  shows 
that  the  total  operating  expenses  for  the  twelve  Federal  Land  Banks, 
nearly  all  of  which  was  for  salaries  of  employees,  amounted  to  $136,- 
631.07,  or  an  average  of  $11,385.92  for  each  bank  for  the  month  of 
December,  1919.  At  this  rate  the  expense  for  a  year  would  be  $1,- 
639,572.84.  This  expense  will  continually  increase  if  the  business  of 
the  banks  continues.  As  the  aggregate  amount  of  live  loans  carried 
on  the  books  of  the  banks  enlarges,  it  will  demand  an  increase  of  the 
number  of  employees  in  the  accounting  and  several  other  departments. 
It  is  obvious  that  service  cannot  be  performed  without  expense  in  in¬ 
stitutions  under  Government  supervision. 

The  law  as  enacted  contemplated  that  ten  or  more  farmers  desir¬ 
ing  to  obtain  loans  would  assemble,  organize  and  by  mutual  helpful¬ 
ness  would  secure  the  inspection  and  appraisement  of  their  farms 
without  expense.  The  plan  was  understood  to  be  co-operati  ^  and 
each  was  expected  to  do  his  share  of  the  work  without  compensation. 
No  provision  was  made  for  charging  any  commission  or  special  ex¬ 
pense  on  new  loans. 

COMMISSION  TO  LOCAL  ASSOCIATIONS 

After  the  system  had  been  in  operation  about  three  years,  the 
Federal  Farm  Loan  Board  asked  Congress  to  amend  the  law  to  per¬ 
mit  the  charging  of  a  commission  not  to  exceed  1%  on  loans  made  by 
local  National  Farm  Loan  Associations.  In  suggesting  this  amend¬ 
ment,  the  Federal  Farm  Loan  Board  stated  that  about  4,000  national 
Farm  Loan  Associations  had  been  organized  in  the  United  States, 
that  these  covered  the  entire  country,  and  that  it  was  not  desirable 
to  organize  more  new  Associations.  They  stated  that  when  new 
Associations  were  organized,  the  organizers  desiring  to  secure  loans 
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for  themselves  performed  the  necessary  duties  without  compensation, 
but  that  after  they  had  secured  their  own  loans  they  lost  interest  in 
extending  the  business  of  their  Associations.  Farmers  who  had  ob¬ 
tained  loans  for  themselves  did  not  care  to  donate  the  expense  of 
examining  and  appraising  other  farms  or  of  trying  to  induce  other 
farmers  to  join  their  organization.  The  Board  informed  Congress 
that  the  local  Associations  would  cease  to  expand  and  that  the  secur¬ 
ing  of  new  loans  would  be  stopped  unless  some  method  was  provided 
for  requiring  the  new  applicant  to  pay  the  expense  incurred  by  the 
local  Association  in  securing  his  loan.  This  was  another  lesson  in 
business,  showing  that  it  is  not  possible  to  permanently  continue  the 
practice  of  securing  something  for  nothing.  Congress  amended  the 
law  and  local  Associations  are  now  permitted  to  make  an  expense 
charge  of  not  to  exceed  1%  on  all  loans  granted  to  new  members  ad¬ 
mitted  to  their  organizations. 

defalcations  and  auditing 

Another  method  of  economizing  which  has  been  practiced  is  likely 
to  turn  out  very  expensive.  Very  little  has  been  done  by  way  of  exam¬ 
ining  the  accounts  of  Secretary-Treasurers  of  the  local  National  Farm 
Loan  Associations.  These  men  are  without  question  as  honest  as  the 
average  citizens,  but  many  of  them  are  inexperienced  as  accountants 
and  business  men.  Banks  and  trust'  companies  find  it  desirable  to 
check  up  the  accounts  of  their  trained  expert  employees  frequently  in 
order  to  avoid  accidental  and  criminal  losses. 

Within  the  last  few  weeks  Mr.  R.  G.  Callahan,  the  Secretary  of 
the  Alamo  Farm  Loan  Association  of  San  Antonio,  Texas,  has  been 
sentenced  to  two  years  penal  servitude  at  Leavenworth,  Kansas,  for 
a  defalcation  of  over  $70,000.00.  The  farmers  of  the  Association  are 
liable  for  the  loss  to  the  extent  of  the  amount  of  their  stock  plus 
their  personal  liability,  and  the  Federal  Land  Bank  of  the  district 
will  be  compelled  to  stand  the  rest  of  the  loss. 

Last  week  a  newspaper  in  Wisconsin  reported  the  arrest  of  Frank 
P.  Parklow,  Clear  Lake,  Polk  County,  Wis.,  Secretary-Treasurer,  for 
defalcation  mad^  in  1919.  The  amount  involved  is  $8,301.50. 

The  Federal  Farm  Loan  Board  has  made  no  public  report  of 
these  defalcations.  The  information  reaches  the  public  through  the 
usual  news  channels.  An  investigation  of  the  4,000  local  Associations 
might  reveal  manv  additional  shortages.  Hundreds  of  loans  have  been 
made  in  semi-arid  districts,  and  the  borrowers  have  defaulted  on 
interest,  amortization  payment  and  taxes.  Many  of  the  loans  were 
excessive  when  made  and  the  depreciation  in  farm  values  is  likely  to 
cause  *a  shrinkage  when  foreclosure  proceedings  are  instituted.  In  the 
effort  to  make  a  good  showing  for  political  purposes,  the  Land  Banks 
have  been  reticent  about  giving  information  relative  to  foreclosures. 
The  report  for  March  31,  1921,  shows  the  Spokane  Bank  to  have 
$160  922.59  of  instalments  matured  in  process  of  collection.  The  con¬ 
solidated  statement  of  the  twelve  banks  shows  $164,559.30  of  past  due 
collections  carried  to  suspense  account.  Just  how  much  it  will  be 
necessary  to  charge  off  as  a  loss  will  be  determined  in  future  vears. 

The  limitation  of  time  necessary  to  a  discussion  of  this  character 
renders  it  impossible  for  me  to  take  up  manv  interesting  phases  of 
the  administration  of  the  law  during  the  last  five  vears.  I  will  simply 
touch  upon  the  more  important  developments  of  this  experience. 

SIZE  OE  LOANS  AND  THEIR  COST 

With  the  intention  of  helping  poor  borrowers,  the  law  was  made 
to  permit  loans  as  low  as  $100.00.  It  was  soon  discovered  that  such 
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loans  would  necessarily  be  carried  at  a  loss  on  the  margin  allowed. 
Small  loans  were  discouraged  or  discontinued  and  Cogress  was  asked 
to  amend  the  law  raising  the  minimum  limit.  The  maximum  limit  is 
$10,000.00.  Not  satisfied  with  this,  the  banks  permitted  farmers  to 
deed  parts  of  their  farms  to  individual  members  of  their  families,  and 
others,  who  each  made  loans  and  then  transferred  the  land  back  to  the 
head  of  the  family.  In  this  way  the  intent  of  the  law  was  evaded 
and  loans  were  made  for  $20,000.00  and  in  some  cases  in  excess  of 
$30,000.00.  This  practice  was  discontinued  after  it  was  exposed  and 
criticized. 

The  law  provides  that  the  interest  rates  shall  be  uniform  through¬ 
out  the  United  States.  This  feature  is  uneconomic  and  unjust.  It 
benefits  the  small  borrowers  in  hazardous  localities  at  the  expense  of 
the  large  borrowed  in  territory  where  the  interest  rates  are  natur¬ 
ally  low.  As  an  example  I  refer  to  the  Omaha  district.  In  the  State 
of  Iowa,  where  interest  rates  for  the  last  25  years  have  been  around 
5%  and  5%%,  the  report  of  the  Omaha  Bank  for  December  31,  1920, 
shows  loans  to  the  amount  of  $24,124,350.00.  On  these  loans  the  Iowa 
farmer  pays  5%%  for  the  use  of  95  cents,  or  about  5.8%,  and  he 
assumes  a  liability  for  the  loans  in  the  State  of  Wyoming  where  the 
same  bank  at  the  same  date  had  loaned  $1,434,500.00.  In  the  State 
of  Wyoming  the  interest  rates  have  been  approximately  8%,  with 
occasional  loans  at  a  higher  rate.  The  average  loan  in  Wyoming  was 
$2,440.00;  the  average  loan  in  Iowa,  $7,133.00.  The  number  of  loans 
in  Wyoming,  588;  the  number  of  loans  in  Iowa,  3,382.  The  State  of 
Wyoming  is  about  twice  the  size  of  the  State  of  Iowa.  The  loans 
were  therefore  much  more  widely  scattered  and  more  difficult  to  in¬ 
spect  and  appraise.  The  expense  of  carrying  each  of  the  small  Wyo¬ 
ming  loans  on  the  books  of  the  bank  will  be  as  great  as  the  expense 
of  carrying  each  of  the  large  Iowa  loans  on  the  books.  The  interest 
rate,  dollar  for  dollar,  is  the  same  on  the  small,  widely  scattered 
Wyoming  loans  as  it  is  on  the  large,  more  closely  located  Iowa  loans. 
The  hazard  of  payment  among  the  Wyoming  borrowers  is  greater 
than  the  hazard  among  the  Iowa  borrowers.  The  Iowa  farmers  fur¬ 
nish  the  credit  which  enables  the  Wyoming  borrowers  to  secure  the 
low  rate.  The  benefits  of  this  co-operation  all  accrue  to  the  advan¬ 
tage  of  the  Wyoming  borrower.  These  loans  made  at  this  low  rate 
were  placed  one,  two,  three  and  four  years  ago  when  the  money  mar¬ 
ket  was  easier  and  bonds  were  sold  at  4 XA%.  t  Under  the  present 
conditions  the  Federal  Farm  Loan  System  is  charging  a  higher  rate 
and  it  is  not  certain  that  it  will  be  able  to  secure  the  funds  at  the 
rate  now  permitted  by  law. 

As  previously  shown,  the  aggregate  expense  to  the  National  Gov¬ 
ernment  is  1.66%  on  all  of  the  outstanding  loans,  in  addition  to  the 
amount  paid  by  the  borrowers.  The  comparative  amount  of  loans 
made  in  low  rate  territory  like  Iowa  and  high  rate  territory  like 
Wyoming  to  a  certain  extent  applies  to  the  loans  made  by  all  of  the 
Federal  Land  Banks.  It  is  fair  to  assume  that  nearly  three-quarters 
of  the  loans  made  have  been  placed  in  territory  where  the  benefit  to 
the  borrower  does  not  exceed  one-half  of  1%.  Figured  on  the  basis 
of  one-ha’lf  of  1%  benefit  to  the  borrower  and  a  cost  of  1.66%  to  the 
national  public,  the  economic  loss  is  more  than  1%  to  the  nation  at 
large  on  these  loans.  Taking  into  consideration  the  fact  that  about 
one-quarter  of  the  loans  are  made  in  high  interest  paying  territory, 
this  leaves  an  enormous  amount  of  general  expenses  to  be  charged 
up  to  the  operation  of  the  banks  in  the  high  rate  territory  where  a 
small  volume  of  loans  was  made  at  a  rate  of  1%  to  3%  below  the 
general  market  price.  If  the  aggregate  expense  is  apportioned  ac¬ 
cording  to  the  benefits,  it  will  be  ascertained  that  the  cost  of  making 
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the  loans  in  sparsely  settled  localities  is  far  in  excess  of  the  benefits 
conferred  upon  the  borrowers. 

AFTER  FIVE  YEARS  EXPERIENCE  OBJECTS  NOT  ATTAINED 

The  experience  of  five  years  has  demonstrated  that  political  ap¬ 
pointees,  working  on  salaries,  without  any  financial  interest  in  the 
success  of  the  banks,  cannot  conduct  the  farm  loan  business  as  suc¬ 
cessfully  as  private  companies  administered  by  men  individually 
responsible. 

The  main  purpose  of  the  system,  to  reduce  the  margin  between 
borrower  and  lender  by  cutting  down  expenses,  has  not  been  achieved. 

The  friends  of  the  system  are  now  pinning  their  hope  of  future 
success  on  a  special  discrimination  in  their  favor  which  was  not  con¬ 
templated  when  the  law  was  enacted  and  which  is  an  accident  growing 
out  of  the  world  war. 

The  law  provides  that  the  capital,  surplus  and  income  of  the 
banks  shall  be  exempt  from  taxation,  Federal,  state  and  local.  It 
also  provides  that  the  mortgages  and  bonds  shall  be  exempt  from 
both  Federal  and  local  taxes.  At  the  time  the  law  was  debated  in 
Congress  -it  was  thought  that  this  exemption  would  be  an  attraction 
to  investors  in  the  bonds,  because  they  would  be  saved  from  the  an¬ 
noyance  of  local  property  taxes. 

The  Federal  income  tax  at  that  time  was  merely  nominal  and  of 
no  importance.  Because  of  the  insignificance  of  the  exemption,  this 
feature  was  injected  without  serious  objection.  The  technical  ques¬ 
tion  of  its  constitutionality  was  discussed  and  in  order  to  give  color 
of  constitutionality  to  this  provision,  the  camouflage  was  inserted 
in  the  law  providing  that  the  banks  might  invest  in  Government  bonds 
and  become  depositories  of  Government  funds,  etc.  At  that  time  the 
national  debt  was  less  than  one  billion  dollars.  Now  it  is  twenty-five 
times  that  amount.  At  that  time  the  Federal  income  tax  affected  only 
a  few  people,  and  those  only  to  a  very  slight  degree.  The  normal  tax 
was  1%  on  incomes  of  married  persons  in  excess  of  $4,000.00.  A  sur¬ 
tax  of  1%  was  added  on  incomes  in  excess  of  $20,000.00  and  gradually 
increased  to  6%  as  a  maximum  on  incomes  of  $500,000.00. 

At  the  present  time  while  we  are  struggling  under  the  enormous 
burden  of  a  war  tax,  our  income  tax  is  graduated  up  to  73%  for  in¬ 
comes  in  excess  of  one  million  dollars,  and  the  net  tax  paid  on  an  in¬ 
come  of  one  million  dollars,  including  the  exemptions,  and  the  lower 
rates  charged  in  the  lower  brackets,  averages  66.32%. 

Without  any  change  whatever  in  the  exemption  feature  of  the 
Federal  Farm  Loan  Act,  the  application  of  these  higher  income  tax 
rates  has  worked  an  enormous  change,  in  the  importance  of  tax  exemp¬ 
tion.  A  person  receiving  an  income  of  one  million  dollars  per  year 
finds  it  more  desirable  to  invest  in  5%  tax  exempt  bonds  than  in  15% 
taxable  bonds,  so  far  as  the  Federal  income  tax  is  concerned,  without 
taking  into  consideration  the  exemption  from  state,  city  and  local 
taxes. 

Tax  exemption  was  injected  into  the  law  under  the  old-time  theory 
that  the  benefit  to  the  investor  is  passed  on  to  the  borrower.  Under 
the  graduated  system,  this  passing  on  of  benefits  is  absolutely  impos¬ 
sible,  except  to  an  extremely  limited  extent.  To  a  person  receiving 
an  income  of  $10,000.00  per  year  or  less,  a  taxable  security  bearing 
6%  interest  is  more  desirable  than  a  tax  exempt  security  bearing  5%. 

The  result  is  that  the  very  wealthy  investors  confine  their  invest¬ 
ments  to  tax-exempt  securities.  They  do  not  compete  for  taxable 
securities.  The  investors  enjoying  the  smaller  incomes  are  the  pur¬ 
chasers  of  taxable  securities.  Borrowers  who  in  the  past  have  been 
financed  by  persons  of  wealth  find  themselves  obliged  to  secure  funds 
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for  industrial,  commercial  and  railroad  operations  among  small  in¬ 
vestors  where  there  is  little  competition  for  their  securities,  and  the 
result  is  that  interest  rates  on  taxable  securities  upon  which  the  busi¬ 
ness  of  the  country  is  transacted  have  been  materially  increased.  The 
effect  of  tax  exemption  is  not  to  lure  more  capital  into  business,  but 
to  segregate  the  two  classes  of  securities,  taxables  going  into  the  pos¬ 
session  of  persons  receiving  the  smaller  incomes  and  tak-exempt 
securities  drifting  into  the  possession  of  persons  of  greater  wrealth. 
Persons  of  great  wealth  whose  incomes  are  subject  to  heavy  taxes, 
by  transferring  their1  possessions  into  tax-exempt  securities,  .avoid  all 
contributions  to  the  public  revenue.  This  does  not  decrease  the 
amounts  to  be  raised  by  taxation  for  the  support  of  the  Government. 
It  simply  shifts  the  burden  from  the  possessors  of  tax-exempt  securi¬ 
ties  to  the  possessors  of  taxable  wealth  in  the  form  of  taxable  securi¬ 
ties,  commercial  enterprises,  farms,  factories,  industrial  stocks  and 
other  property.  This  exactly  reverses  the  fundamental  principle  of 
political  economy,  that  taxes  should  be  borne  in  proportion  to  the 
ability  to  pay. 

The  Federal  Government  recognized  the  injustice  of  issuing  se¬ 
curities  entirely  exempt  from  taxation  after  the  first  Liberty 

bonds  were  sold  and  subsequent  issues  of  long  time  bonds  have  all 
been  subject  to  certain  sur-taxes. 

EJECTS  or  TAX  EXEMPTION, 

In  the  case  of  the  land  bank  bonds,  we  have  the  strange  example 
of  the  obligations  of  a  privately  owned  corporation  enjoying  greater 
exemption  from  taxation  than  the  direct  obligations  of  the  Federal 
Government. 

This  unjust  privilege  granted  to  the  owners  of  Federal  Land 
Bank  bonds  has  been  one  of  the  causes  of  the  depreciation  in  the 
price  of  Liberty  bonds,  which  at  the  present  time  are  selling  at  3% 
to  12%  below  par.  .  When  twenty  million  owners  of  Liberty  bonds 
fully  comprehend  that  this  is  one  of  the  causes  of  their  losses,  it  may 
be  expected  that  a  storm  of  indignation  will  arise. 

The  tax  exemptions  granted  under  the  Federal  Farm  Loan  Act 
mark  the  first  and  only  instance  in  American  history  in  which  private 
obligations  have  been  granted  immunity  from  taxation.  The  precedent 
thus  established  is  a  dangerous  one.  Already  owners  of  city  property 
have  started  a  movement  to  organize  Federal  Home  Loan  Banks  to  be 
authorized  to  issue  tax-free  bonds  to  raise  funds  for  the  construction 
of  city  residences  and  apartment  houses. 

There  is  no  logical  reason  why  the  tax-exemption  privilege  should 
not  be  extended  to  the  owners  of  their  bonds  as  well  as  to  the  owners 
of  farm  loan  bonds.  The  natural  tendency  of  thus  increasing  the 
volume  of  tax-exempt  property  will  inevitably  throw  the  burden  of 
providing  public  revenue  upon  consumers,  upon  earned  incomes  and 
upon  real  estate. 

Many  evidences  of  that  are  already  apparent.  Manufacturers  of 
harvesting  machinery  who  five  and  ten  years  ago  were  able  to  borrow 
money  at  5%  or  6%  are  now  compelled  to  pay  from  8%  to  9%.  This 
raises  the  prices  on  their  machinery  which  the  farmer  buys  to  cover 
this  added  expense.  These  manufacturers  are  also  compelled  now  to 
pay  higher  taxes.  This  is  another  expense  added  to  the  price  of 
machinery.  The  great  railway  systems  which  ten  and  twenty  years 
ago  borrowed  money  for  4%  and  5%  are  now  compelled  to  finance 
their  operations  by  bond  issues  that  cost  them  in  many  cases  8%  and 
9%,  including  expenses  of  underwriting.  This  is  an  added  expense 
made  up  by  increased  freight  rates.  Farmers  are  the  largest  buyers 
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of  freight  transportation.  The  cost  of  coal,  lumber  and  building  ma¬ 
terial  shipped  to  the  farms  is  principally  made  up  of  transportation 
expenses.  Farm  products  make  up  much  of  the  tonnage  of  freight 
trains.  They  are  transported  long  distances,  and  increased  freight 
rates  to  point  of  consumption  cut  down  the  net  amount  received  by 
the  producer.  At  the  same  time  the  farmer’s  income  tax  and  other 
taxes  are  increased  to  reimburse  the  National  Treasury  for  the  taxes 
evaded  by  the  purchasers  of  Federal  Land  Bank  bonds. 

We  have  in  the  United  States  a  peculiar  legal  condition  which 
has  not  been  directly  decided  by  the  Supreme  Court,  but  it  has  been 
for  the  present  conceded  to  make  it  impossible  for  .the  Federal  Gov¬ 
ernment  to  levy  tax  on  the  ihcome  derived  from  securities  issued  by 
states  and  their  subsidiary  governments.  This  encourages  the  issuing 
of  vast  amounts  of  state  and  municipal  bonds  to  finance  public  im¬ 
provements.  This  results  in  the  withdrawal  of  needed  funds  from 
productive  industry  and  commerce,  so  that  they  may  be  salted  down 
for  long  periods  in  tax-exempt  non-productive  enterprises. 

VOLUME  OE  SECURITIES  EXEMPT. 

An  enormous  amount  of  securities  exempt  from  Federal  income 
tax  is  in  existence,  generally  estimated  at  about  $15,000,000,000  in 
addition  to  Liberty  bonds  that  are  only  partially  exempt.  In  1920 
tax-exempt  municipal  and  state  securities,  including  both  long  and 
short  time  maturities,  were  issued  to  the  amount  of  $1,440,000,000. 

We  are  rapidly  approaching  a  condition  in  which  our  citizens  will 
be  half  taxed  and  half  tax  free.  Congressman  McFadden  has  intro¬ 
duced  a  resolution  to  amend  the  Constitution  so  as  to  permit  a  more 
equitable  distribution  of  the  tax  burdens. 

Friends  of  the  Rural  Credit  System  attempt  to  draw  a  parallel 
between  the  tax-exempt  bonds  issued  for  public  purposes  and  the 
bonds  of  the  Federal  Land  Banks,  but  the  argument  will  not  stand 
strict  analysis.  Bonds  issued  for  the  purpose  of  constructing  a  court¬ 
house,  a  school  house,  a  public  highway,  an  electric  lighting  system, 
or  for  a  county  drainage  project,  are  intended  for  the  public  benefit 
of  all  citizens  of  the  borrowing  district,  without  distinction  as  to  in¬ 
dividuals.  Tax-free  bonds  issued  by  the  Federal  Land  Banks  are 
for  the  particular  benefit  of  the  individual  borrowers,  and  their  next- 
door  neighbors  are  compelled  to  pay  part  of  the  expense  of  the  exemp¬ 
tion,  although  they  receive  no  benefit  therefrom. 

Of  over  five  million  dollar  loss  which  the  Federal  Land  Banks 
have  caused  to  the  National  Treasury  in  the  current  year,  under  no 
possible  circumstances  can  anyone  benefit  excepting  bond  buyers  and 
the  2%  of  borrowing  American  farmers,  while  over  six  millions  farm¬ 
ers  and  nearly  one  hundred  million  other  citizens  will  be  compelled 
to  pay  higher  taxes. 

It  is  urged  that  conditions  are  such  that  agriculture  must  be  fin¬ 
anced  by  loans  at  low  rates  of  interest  in  order  to  be  profitable.  The 
farmer,  the  merchant,  the  manufacturer,  the  railroad  man  and  the 
consumer  in  one  country  depend  on  each  other.  No  discrimination  can 
be  made  for  or  against  any  one  class  without  affecting  all.  Their 
relations  are  inter-dependent.  Economic  laws  and  free  competition 
must  govern  in  order  to  secure  the  greatest  prosperity. 

But  leaving  this  out  of  consideration,  the  argument  does  not  hold 
good  as  applied  to  agriculture  alone.  The  aggregate  amount  of  capi¬ 
tal  invested  in  agricultural  operations  is  approximately  eighty  billion 
dollars.  More  than  half  of  the  farmers  have  their  farms  paid  for.  It 
would  be  unjust  to  tax  them  in  order  that  their  neighbors  might  bor¬ 
row  money  at  a  slight  reduction  of  interest. 
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No  farmer  can  expect  to  borrow  more  than  half  the  value  of  his 
farm  on  mortgage.  In  addition  to  the  value  of  his  farm,  it  is  neces¬ 
sary  for  him  to  own  live  stock,  machinery  and  other  equipment  to  a 
considerable  amount  in  order  to  operate  his  land.  He  therefore  can¬ 
not  expect  to  have  over  30%  or  40%  of  his  entire  capital  provided  by 
a  farm  mortgage.  He  would  therefore  be  taxing  about  two-thirds  of 
his  own  capital  in  order  that  he  might  borrow  the  other  one-third  at  a 
slight  reduction  below  the  normal  comihercial  rate  of  interest.  Of 
the  aggregate  eighty  billion  dollars  of  capital  invested  in  agricultural 
property,  it  is  estimated  that  possibly  eight  billion  dollars  might  be 
secured  by  farm  mortgages.  This  would  be  only  10%  of  the  total 
amount  of  capital  invested.  It  is  apparent  then  that  for  every  dollar 
employed  in  agriculture  on  mortgage,  $9.00  would  be  compelled  to 
make  additional  contributions  to  the  public  revenue  in  order  to  pro¬ 
vide  for  the  tax  exemption  of  the  one  dollar  borrowed. 

Much  is  said  about  the  benefit  of*  tax  exemption  to  the  farmer. 
It  is  not  a  benefit  to  the  farmer  as  a  class.  It  is  merely  intended 
as  a  benefit  to  a  few  farmers  to  the  detriment  of  the  large  majority. 

MERITS  OR  THE  TWO  SYSTEMS  OE  RURAL  CREDIT. 

In  contemplating  legislation  like  the  creation  of  a  Rural  Credit 
System,  the  general  prosperity  of  the  country  should  be  the  first  con¬ 
sideration.  Sympathy  may  be  extended  to  individuals  interested  in 
established  business  or  commercial  institutions,  but  they  ought  not  to 
stand  in  the  way  of  progress.  If  loan  companies  and  privately  owned 
banks  cannot  so  well  serve  the  public  as  Government  supervised  cor¬ 
porations,  they  ought  to  be  cast  aside  and  go  the  way  of  the  stage 
coach  and  the  ox  cart. 

But,  on  the  other  hand,  when  the  test  is  made  of  the  compara¬ 
tive  merits  of  the  two  systems,  the  competition  ought  to  he  fair.  The 
field  should  be  open  and  no  favors  shown,  so  that  the  one  which  gives 
the  best  and  most  economical  service  may  continue  to  confer  its  bene¬ 
fits  on  society. 

The  farm  mortgage  bankers  of  the  United  States  would  welcome 
fair  competition  from  the  Federal  Land  Banks  or  any  other  competi¬ 
tors.  They  object  to  being  compelled  to  pay  their  own  expenses  out 
of  their  private  pockets  and  also  to  contributing  toward  the  expenses 
of  the  Federal  Land  Banks  paid  from  the  public  treasury.  They  object 
to  the  tax-exemption  discrimination  made  in  favor  of  investors  in 
Federal  Land  Bank  securities.  They  object  to  having  monev  dis¬ 
played  as  profits  in  the  show  windows  of  the  Federal  Land  Banks 
when  those  profits  are  not  honestly  earned,  hut  have  been  legally 
abstracted  from  the  coffers  of  the  National  Government  by  means 
of  a  pipe  line  in  the  form  of  tax  exemption.  They  contend  that  it 
would  be  more  beneficial  to  the  farmers  and  cheaper  for  the  National 
Government  to  subsidize  borrowing  farmers  direct  rather  than  to 
incur  the  expense  of  maintaining  the  Rural  Credit  System  now  in 
operation. 

They  contend  that  it  is  unfair  to  erect  a  cumbersome  Government 
machine  to  loan  money  at  public  expense  to  a  small  proportion  of 
the  farming  population  in  order  to  sustain  the  pet  political  banks. 
No  partiality  should  be  shown.  If  a  few  of  the  farmers  are  permitted 
to  borrow  on  tax-exempt  mortgages,  then  all  farmers  ought  to  be  per¬ 
mitted  to  borrow  on  tax-free  farm  mortgages. 

A  natural  inquiry  is,  Why  is  it  that  the  Farm  Mortgage  Bankers 
do  not  favor  tax  exemption  of  all  farm  mortgages?  The  reason  is 
that  the  farm  mortgage  banker  is  essentiallv  a  partner  with  the  far¬ 
mer  who  is  his  borrowing  client.  It  is  to  the  interest  of  the  mort¬ 
gage  banker  to  protect  the  interests  of  his  patron,  the  farmer.  The 
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tax  exemption  of  mortgages  would  necessarily  result  in  the  levying  of 
heavier  taxes  on  farm  lands.  This  would  add  to  the  burdens  of  agri¬ 
culture.  Equity  and  the  general  prosperity  of  the  country  demand 
that  wealthy  investors  pay  a  reasonable  portion  of  national  and  local 
taxes. 

OPINION  OP  ECONOMISTS. 

The  bulletins  and  other  literature  of  the  Farm  Mortgage  Bankers’ 
Association  of  America  has  been  sent  to  525  colleges  and  universities. 
In  numerous  instances  at  the  request  of  professors  of  economics,  extra 
copies  have  been  furnished  for  class  use.  In  no  case  have  the  state¬ 
ments  made  been  declared  erroneous  and  many  times  they  have  been 
commended.  Typical  of  these  endorsements  I  quote  from  a  recent 
letter  of  Fred.  R.  Fairchild,  Professor  of  Political  Economy,  Yale 
University,  New  Haven,  Connecticut: — 

“I  am  specially  pleased  to  note  that  your  Association,  in  face 
of  the  special  discrimination  granted  in  favor  of  the  Federal  Land 
Bank,  does  not  seek  to  correct  the  discrimination  by  asking  the 
exemption  of  interest  on  mortgages  in  general.  Instead  of  cor¬ 
recting  the  inequality  of  exemption  by  more  exemption,  you  have 
taken  the  right  course  in  opposing  all  exemption.  This  matter 
of  exemptions  is  coming  to  be  one  of  our  most  serious  tax  pro¬ 
blems,  and  I  hope  that  your  Association  will  continue  to  exercise 
its  influence  in  opposition  to  all  exemptions  from  the  income  tax.” 
The  entire  tax-exemption  system  is  based  upon  the  hypothesis  that 
the  benefit  to  the  investor  is  all  passed  on  to  the  borrower.  Experi¬ 
ence  and  the  investigations  of  economists  have  conclusively  shown 
that  under  a  graduated  income  tax  this  is  absolutely  impossible.  Under 
a  flat  rate,  or  proportional  property  tax,  only  a  very  small  part  of 
the  benefit  is  actually  transmitted  to  the  borrower.  No  reputable  col¬ 
lege  or  university  now  teaches  that  the  benefits  of  tax  exemption  are 
all  passed  on  to  the  borrower  under  a  graduated  system  of  income 
taxes. 

When  the  rural  credit  system  was  under  consideration  by  Con¬ 
gress  it  was  not  opposed  by  farm  mortgage  bankers,  and  they  do 
not  now  oppose  the  system  except  in  the  matter  of  tax-exemption 
subsidy  and  payment  of  expenses  from  the  public  treasury. 

The  tax  exemption  of  farm  loan  bonds  tends  to  develop  a  specially 
favored  kind  of  corporation  that-  will  wield  great  political  power  dan¬ 
gerous  to  the  public  welfare. 

Instead  of  reducing  farm  tenancy  and  landlordism,  the  system 
tends  to  consolidate  and  enlarge  farm  holdings,  loans  being  made  to 
enable  land  owners  to  buy  out  less  fortunate  neighbors  who  become 
tenants ,  or  move  to  cities. 

It  does  not  increase  agricultural  production  and  the  indirect  effects 
detrimental  to  agricultural  prosperity  are  greater  than  the  benefits. 

It  has  not  reduced  rates  of  interest  in  the  reliable  farming  lo¬ 
calities  where  the  bulk  of  the  loans  have  been  made,  and  the  banks 
in  hazardous  territory  have  taken  on  large  numbers  of  loans  that  are 
certain  to^  cause  heavy  losses. 

Devised  to  benefit  the  borrower,  the  principal  advantages  of  tax 
exemption  are  conferred  upon  the  rich  investor  in  the  tax-free  bonds. 

Instead  of  releasing  funds  for  general  investment,  tax  exemptions 
cause  withdrawal  of  bank  deposits  and  lock  them  up  for  long  periods 
in  tax-exempt  bonds  issued  for  non-productive  purposes. 

Loss  of  revenue  through  tax  exemption  will  necessitate  the  crea¬ 
tion  of  new  forms  of  taxation,  like  sales  taxes,  land  taxes  and  con¬ 
sumption  taxes. 
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No  reference  has  been  made  in  this  discussion  to  Joint  Stock 
Land  Banks.  They  are  not  functioning  at  the  present  time.  They 
have  on  hand  about  fourteen  million  dollars  of  unsold  bonds  of  a  for¬ 
mer  issue,  now  quoted  at  about  94.  It  will  be  legally  impossible  for 
them  to  sell  these  or  to  issue  new  bonds  until,  the  market  goes  to  par. 
Bills  are  now  before  Congress  to  provide  for  abolishing  their  tax- 
exemption  privileges  and  for  their  liquidation.  They  will  be  unable 
to  offer  any  bonds  in  the  market  until  the  consent  of  the  Federal  Farm 
Loan  Board  is  obtained.  The  Federal  Farm  Loan  Board  has  only  sold 
bonds  enough  to  finance  10%  or  15%  of  the  loan  applications  on  file 
in  the  Federal  Land  Banks.  It  is  not  probable  that  the  Board  will 
permit  the  Joint  Stock  Land  Banks  to  enter  the  market  as  competitors 
until  the  applicants  for  Federal  Land  Bank  loans  have  been  provided 
for.  The  friends  of  the  Federal  Land  Banks  who  are  powerful  in 
Congress  are  almost  unanimously  in  favor  of  abolishing  their  com¬ 
petitors,  the  Joint  Stock  Land  Banks.  As  factors  in  American  finance, 
the  Joint  Stock  Land  Banks  for  the  present  at  least  disappeared. 
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